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(6) Election and reporting rules—(i) 
Elections under paragraph (f)(2) or (3) of 
this section. If a taxpayer does not elect 
one of the methods specified in para-
graph (f)(2) or (3) of this section, the 
taxpayer must apply the possession 50/ 
50 method in the case of Possession 
Production Sales or the business activ-
ity method in the case of Possession 
Purchase Sales. The taxpayer may 
elect to apply a method specified in ei-
ther paragraph (f)(2) or (3) of this sec-
tion by using the method on a timely 
filed original return (including exten-
sions). Once a method has been used, 
that method must be used in later tax-
able years unless the Commissioner 
consents to a change. Permission to 
change methods from one year to an-
other year will be granted unless the 
change would result in a substantial 
distortion of the source of the tax-
payer’s income. 

(ii) Disclosure on tax return. A tax-
payer who uses one of the methods de-
scribed in paragraph (f)(2) or (3) of this 
section must fully explain in a state-
ment attached to the tax return the 
methodology used, the circumstances 
justifying use of that methodology, the 
extent that sales are aggregated, and 
the amount of income so allocated. 

(g) Special rules for partnerships—(1) 
General rule. For purposes of § 1.863–1 
and this section, a taxpayer’s produc-
tion or sales activity does not include 
production and sales activities con-
ducted by a partnership of which the 
taxpayer is a partner either directly or 
through one or more partnerships, ex-
cept as otherwise provided in para-
graph (g)(2) of this section. 

(2) Exceptions—(i) In general. For pur-
poses of determining the source of the 
partner’s distributive share of partner-
ship income or determining the source 
of the partner’s income from the sale of 
inventory property which the partner-
ship distributes to the partner in kind, 
the partner’s production or sales activ-
ity includes an activity conducted by 
the partnership. In addition, the pro-
duction activity of a partnership in-
cludes the production activity of a tax-
payer that is a partner either directly 
or through one or more partnerships, 
to the extent that the partner’s pro-
duction activity is related to inventory 
that the partner contributes to the 

partnership in a transaction described 
under section 721. 

(ii) Attribution of production assets to 
or from a partnership. A partner will be 
treated as owning its proportionate 
share of the partnership’s production 
assets only to the extent that, under 
paragraph (g)(2)(i) of this section, the 
partner’s activity includes production 
activity conducted through a partner-
ship. A partner’s share of partnership 
assets will be determined by reference 
to the partner’s distributive share of 
partnership income for the year attrib-
utable to such production assets. Simi-
larly, to the extent a partnership’s ac-
tivities include the production activi-
ties of a partner, the partnership will 
be treated as owning the partner’s pro-
duction assets related to the inventory 
that is contributed in kind to the part-
nership. See paragraph (c)(1)(ii)(B) of 
this section for rules apportioning the 
basis of assets to Section 863 Sales. 

(iii) Basis. For purposes of this sec-
tion, in those cases where the partner 
is treated as owning its proportionate 
share of the partnership’s production 
assets, the partner’s basis in produc-
tion assets held through a partnership 
shall be determined by reference to the 
partnership’s adjusted basis in its as-
sets (including a partner’s special basis 
adjustment, if any, under section 743). 
Similarly, a partnership’s basis in a 
partner’s production assets is deter-
mined with reference to the partner’s 
adjusted basis in its assets. 

(iv) Separate application of methods. If, 
under paragraph (g)(2) of this section, a 
partner is treated as conducting the ac-
tivity of a partnership, and is treated 
as owning its proportionate share of a 
partnership’s production assets, a part-
ner must apply the method it has elect-
ed under paragraph (b) of this section 
separately to Section 863 Sales de-
scribed in this paragraph (g) and all 
other Section 863 Sales. 

(3) Examples. The following examples 
illustrate the rules of this paragraph 
(g): 

Example 1. Distributive share of partnership 
income. A, a U.S. corporation, forms a part-
nership in the United States with B, a coun-
try X corporation. A and B each have a 50 
percent interest in the income, gains, losses, 
deductions and credits of the partnership. 
The partnership is engaged in the manufac-
ture and sale of widgets. The widgets are 
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manufactured in the partnership’s plant lo-
cated in the United States and are sold by 
the partnership outside the United States. 
The partnership owns the manufacturing fa-
cility and all other production assets used to 
produce the widgets. A’s distributive share of 
partnership income includes 50 percent of the 
sales income from these sales. In applying 
the rules of section 863 to determine the 
source of its distributive share of partner-
ship income from the export sales of widgets, 
A is treated as carrying on the activity of 
the partnership related to production of 
these widgets and as owning a proportionate 
share of the partnership’s assets related to 
production of the widgets, based upon its dis-
tributive share of partnership income. 

Example 2. Distribution in kind. Assume the 
same facts as in Example 1 except that the 
partnership, instead of selling the widgets, 
distributes the widgets to A and B. A then 
further processes the widgets and then sells 
them outside the United States. In deter-
mining the source of the income earned by A 
on the sales outside the United States, A is 
treated as conducting the activities of the 
partnership related to production of the dis-
tributed widgets. Thus, the source of gross 
income on the sale of the widgets is deter-
mined under section 863 and these regula-
tions. A applies the 50/50 method described in 
paragraph (b)(1) of this section to determine 
the source of income from the sales. In ap-
plying paragraph (c)(1) of this section, A is 
treated as owning its proportionate share of 
the partnership’s production assets based 
upon its distributive share of partnership in-
come. 

(h) Effective dates. The rules of this 
section apply to taxable years begin-
ning after December 30, 1996. However, 
taxpayers may apply these regulations 
for taxable years beginning after July 
11, 1995, and on or before December 30, 
1996. For years beginning before De-
cember 30, 1996, see §§ 1.863–3A and 
1.863–3AT. However, the rules of para-
graph (f) of this section apply to tax-
able years beginning on or after No-
vember 13, 1998. 

[T.D. 8687, 61 FR 60547, Nov. 29, 1996; 61 FR 
65323, Dec. 12, 1996, as amended by T.D. 8786, 
63 FR 55023, Oct. 14, 1998; T.D. 9305, 71 FR 
77603, Dec. 27, 2006] 

REGULATIONS APPLICABLE TO TAXABLE 
YEARS PRIOR TO DECEMBER 30, 1996 

§ 1.863–3A Income from the sale of per-
sonal property derived partly from 
within and partly from without the 
United States. 

(a) General—(1) Classes of income. In-
come from the sale of property to 
which paragraph (b) (2) and (3) of 
§ 1.863–2 applies is divided into two 
classes for purposes of this section, 
namely, income which is treated as de-
rived partly from sources within the 
United States and partly from sources 
within a foreign country, and income 
which is treated as derived partly from 
sources within the United States and 
partly from sources within a possession 
of the United States. 

(2) Definition. For purposes of this 
section, the word ‘‘produced’’ includes 
created, fabricated, manufactured, ex-
tracted, processed, cured, or aged. For 
determining the time and place of sale 
of personal property for purposes of 
this section, see paragraph (c) of § 1.861– 
7. 

(b) Income partly from sources within a 
foreign country—(1) General. This para-
graph relates to gains, profits, and in-
come derived from the sale of personal 
property produced (in whole or in part) 
by the taxpayer within the United 
States and sold within a foreign coun-
try, or produced (in whole or in part) 
by the taxpayer within a foreign coun-
try and sold within the United States. 
Pursuant to section 863(b) such items 
shall be treated as derived partly from 
sources within the United States and 
partly from sources within a foreign 
country. 

(2) Allocation or apportionment. The 
taxable income from sources within the 
United States, in the case of the items 
to which this paragraph applies, shall 
be determined according to the exam-
ples set forth in this subparagraph. For 
such purposes, the deductions for the 
personal exemptions shall not be taken 
into account, but the special deduc-
tions described in paragraph (c) of 
§ 1.861–8 shall be taken into account. 

Example 1. Where the manufacturer or pro-
ducer regularly sells part of his output to 
wholly independent distributors or other 
selling concerns in such a way as to establish 
fairly an independent factory or production 
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price—or shows to the satisfaction of the dis-
trict director (or, if applicable, the Director 
of International Operations) that such an 
independent factory or production price has 
been otherwise established—unaffected by 
considerations of tax liability and the selling 
or distributing branch or department of the 
business is located in a different country 
from that in which the factory is located or 
the production carried on, the taxable in-
come attributable to sources within the 
United States shall be computed by an ac-
counting which treats the products as sold 
by the factory or productive department of 
the business to the distributing or selling de-
partment at the independent factory price so 
established. In all such cases the basis of the 
accounting shall be fully explained in a 
statement attached to the return for the tax-
able year. 

Example 2. (i)–(ii) [Reserved]. For guidance, 
see § 863–3T(b)(2) Example (2)(i) and (ii). 

(iii) The term ‘‘gross sales’’, as used in this 
example, refers only to the sales of personal 
property produced (in whole or in part) by 
the taxpayer within the United States and 
sold within a foreign country or produced (in 
whole or in part) by the taxpayer within a 
foreign country and sold within the United 
States. 

(iv) The term ‘‘property’’, as used in this 
example, includes only the property held or 
used to produce income which is derived 
from such sales. Such property should be 
taken at its actual value, which in the case 
of property valued or appraised for purposes 
of inventory, depreciation, depletion, or 
other purposes of taxation shall be the high-
est amount at which so valued or appraised, 
and which in other cases shall be deemed to 
be its book value in the absence of affirma-
tive evidence showing such value to be great-
er or less than the actual value. The average 
value during the taxable year or period shall 
be employed. The average value of property 
as above prescribed at the beginning and end 
of the taxable year or period ordinarily may 
be used, unless by reason of material changes 
during the taxable year or period such aver-
age does not fairly represent the average for 
such year or period, in which event the aver-
age shall be determined upon a monthly or 
daily basis. 

(v) Bills and accounts receivable shall (un-
less satisfactory reason for a different treat-
ment is shown) be assigned or allocated to 
the United States when the debtor resides in 
the United States, unless the taxpayer has 
no office, branch, or agent in the United 
States. 

Example 3. Application for permission to 
base the return upon the taxpayer’s books of 
account will be considered by the district di-
rector (or, if applicable, the Director of 
International Operations) in the case of any 
taxpayer who, in good faith and unaffected 
by considerations of tax liability, regularly 

employs in his books of account a detailed 
allocation of receipts and expenditures 
which reflects more clearly than the proc-
esses or formulas herein prescribed the tax-
able income derived from sources within the 
United States. 

(c) Income partly from sources within a 
possession of the United States—(1) Gen-
eral. This paragraph relates to gains, 
profits, and income which, pursuant to 
section 863(b), are treated as derived 
partly from sources within the United 
States and partly from sources within 
a possession of the United States. The 
items so treated are described in sub-
paragraphs (3) and (4) of this para-
graph. 

(2) Allocation or apportionment. The 
taxable income from sources within the 
United States, in the case of the items 
to which this paragraph applies, shall 
be determined according to the exam-
ples set forth in subparagraphs (3) and 
(4) of this paragraph. For such pur-
poses, the deductions for the personal 
exemptions shall not be taken into ac-
count, but the special deductions de-
scribed in paragraph (c) of § 1.861–8 
shall be taken into account. 

(3) Personal property produced and 
sold. This subparagraph relates to gross 
income derived from the sale of per-
sonal property produced (in whole or in 
part) by the taxpayer within the 
United States and sold within a posses-
sion of the United States, or produced 
(in whole or in part) by the taxpayer 
within a possession of the United 
States and sold within the United 
States. 

Example 1. Same as example 1 under para-
graph (b)(2) of this section. 

Example 2. (i) Where an independent fac-
tory or production price has not been estab-
lished as provided under example 1, the tax-
able income shall first be computed by de-
ducting from the gross income derived from 
the sale of personal property produced (in 
whole or in part) by the taxpayer within the 
United States and sold within a possession of 
the United States, or produced (in whole or 
in part) by the taxpayer within a possession 
of the United States and sold within the 
United States, the expenses, losses, or other 
deductions properly allocated and appor-
tioned thereto in accordance with the rules 
set forth in § 1.861–8. 

(ii) Of the amount of taxable income so de-
termined, one-half shall be apportioned in 
accordance with the value of the taxpayer’s 
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